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Capital Markets in 1961
DEMANDS for long-term funds expanded
sharply last spring after the trough of the
recession was passed. Financing through
capital markets, especially by corporations,
increased markedly during the second quar-
ter when major users obtained about one-
third more long-term funds than in the sec-
ond quarter of 1960 and more than in any
previous second quarter. Demands for short-
and intermediate-term funds followed a
course typical of this phase of recent busi-
ness cycles, with a substantial net repayment
in the first quarter and a less than seasonal
increase in the second.
CYCLICAL PATTERN OF FINANCING
increase in total financing that accompanied
the rapid upswing in economic activity this
spring. Offerings of corporate securities
were unusually light during the first quarter
but reached record levels in the second. For
the first half of the year the volume of new
corporate issues was about the same as the
previous record in the first half of 1957
when corporate outlays for plant and equip-
ment were more than 10 per cent higher
than they have been this year.
New mortgage financing accelerated in
the spring of this year, but for the first half
FLOWS OF FUNDS IN TWO CYCLES. »Y HALF TIA«»
The pattern of long-term financing in
1960-61 reflected the mildness of the reces-
sion as well as the vigor of the recovery. In-
dustrial production declined only 7 per cent
from the 1960 peak, compared with about
15 per cent in 1957-58 and more than 10
per cent in 1953-54. The moderate na-
ture of the recession helps to explain the
increase in private demands for long-term
funds in the second half of 1960.
The initial recovery phase was vigorous,
and shortly after midyear the production in-
dex had exceeded its previous high. In 195 8
business also moved quickly from recession
to recovery and demands for funds mounted,
but in 1954—when the economy continued
to operate at depressed levels throughout
the summer—demands on capital markets
increased more slowly.





NOTE.—Flow-of-funds data; net change in selected credit and
equity market instruments. Estimates for second quarter 1961
preliminary. Bank loans n.e.c. are mainly loans to business.
Corporate securities include equity as well as debt issues of
domestic corporations, foreign corporations, international insti-
tutions, and foreign governments sold in the United States.
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the net increase in mortgage debt was con-
siderably less than in 1959 when residential
construction activity was at a peak rate. De-
mands by State and local governments for
long-term funds were also larger than in
1960, though below the levels reached dur-
ing the early stages of previous postwar re-
coveries.
In the short- and intermediate-term area
business borrowing at banks continued to
expand during the downswing in the second
half of 1960, in contrast to the recession
phases in 1953 and in 1957. Following the
usual cyclical pattern, a decline in borrow-
ing in the first quarter of 1961 was only
partly offset by an increase in the second,
as some corporate issuers of new secu-
rities repaid bank debt.
Consumers generally repay debt in the
first months of the year and expand their
borrowing in the spring. This spring, as is
typical immediately after a trough in busi-
ness activity, the increase in consumer credit
was not enough to offset the earlier net re-
duction. In these circumstances, consumer
finance companies made large net repay-
ment of bank loans.
The Federal Government, which usually
repays debt in the first half of the year,
retired $3 billion in the first quarter of 1961
but became a net cash borrower on a small
scale in the second. In addition, the Treasury
undertook an advance refunding in March,
which extended the maturity of $6 billion
of intermediate-term securities bv somewhat
less than five years.
MARKET DEVELOPMENTS
The pattern of capital market financing this
year was reflected in declining interest rates
in the opening months and then in a mod-
erate and irregular stiffening of yields on
most types of long-term debt as new issues
increased and the momentum of the busi-
ness upswing became apparent.
Interest rates had begun to decline on a
broad scale some months before the mid-
1960 downturn in economic activity. The
decline was interrupted in the autumn but
was resumed during the winter. By the
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NOTE.—Monthly averages for (1) 500 common stocks (90
before mid-1957) from Standard and Poor's Corporation; (2)
30 corporate bonds rated Aaa from Moody's Investors Service;
(3) 5 State and local government bonds rated Aaa from
Moody's Investors Service; and (4) U. S. Government bonds
maturing or callable in 10 years or more. For FHA mort-
gages, data are for last month of quarter mid-1953 through
mid-1955 and monthly thereafter; data are Federal Reserve
computations from average prices reported by FHA (dashed
lines indicate periods when averages were adjusting to changes
in contractual interest rates and no data were available).
spring of 1961 yields on long-term U. S.
Government securities reached a level
 3A of
1 percentage point below the 1960 high.
For newly issued corporate bonds the rela-
tive decline was a little more, but for out-
standing issues of top quality it was only
about half as much as for long-term Fed-
eral securities.
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The first evidence of cyclical upturn in
interest rates appeared in late February in
the market for obligations of State and local
governments. The volume of issues offered
by these units, which had been small in the
closing months of 1960, expanded sharply
in the first quarter of 1961. Meanwhile, the
calendar of expected corporate issues began
to expand, and a moderate upturn in cor-
porate yields occurred around mid-March.
Market rates on long-term U. S. Govern-
ment securities continued to decline until
May. Yields on FHA mortgages, which had
risen sharply in late 1959, declined slowly
from early 1960 into the summer of 1961.
The moderate firming of most long-term
rates in the recovery period this year con-
trasts with a sharp rise in 1958 and a pro-
longed continuation of low yields after the
trough in 1954. Recovery in economic ac-
tivity and in private demands for funds has
been sharper than it was in 1954. The steep
rise in market yields after mid-195 8 re-
flected in part abnormal pressures on capital
and money markets arising out of specula-
tive activity. No such pressures developed
this year. Although a flow of capital abroad
tended to limit the decline in yields in late
1960 and early 1961, this pressure was re-
laxed by early spring and was probably not
a factor in the upturn in yields.
In reaction to the outflow of short-term
funds in the autumn and winter, the Federal
Reserve altered its practices with respect to
open market operations. In supplying re-
serves to the banking system, the Federal
Reserve shifted the composition of its pur-
chases to include some intermediate- and
long-term securities, thereby lessening down-
ward pressures that might otherwise have
been exerted on short-term rates. These
purchases of intermediate- and long-term
securities, together with purchases by the
Treasury, were a factor in the market this
spring when a heavy volume of long-term
private debt was being issued.
In the stock market, average prices
turned strongly upward last October and by
January were above previous highs. As the
rise continued, the amount of trading and
the use of credit by stock market customers
reached record levels for the postwar period.
In May, when prices lost their upward mo-
mentum, activity declined and the level of
credit stabilized. As international tensions
mounted in the summer, prices rose again
but without unusually active trading or a
further increase in the use of credit.
Stocks in industries whose profits nor-
mally respond sharply to cyclical recoveries
shared in the general price rise but did not
lead it. On balance, prices are now highest
relative to earlier peaks in those industries
in which profits had declined little or had
continued to advance during the recession.
Each successive increase in stock prices
this year has lowered the current rate of re-
turn on newly purchased stock. Average
dividend yields have been at or below 3 per
cent since March, while high-grade bonds
have afforded investors yields from 1 to 1V2
percentage points more than stocks. This
relationship, together with the high degree
of public interest in new issues in the over-
the-counter market, created a favorable op-
portunity for equity financing. Nevertheless,
the dollar volume of new stock issues—ex-
cept for a single issue of record size—was
no larger in the first half of 1961 than in the
same period of either 1960 or 1959. The
number of new issues sold, however, particu-
larly by relatively small or new companies,
was unusually large and remained substan-
tial throughout the summer.
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USES OF FUNDS
The most striking development in capital
markets this year has been the record vol-
ume of corporate security flotations in the
second quarter. Mortgage financing and
borrowing by State and local government
units also absorbed substantial amounts of
funds, but these totals remained well below
earlier peaks.
Corporations. Flotations of corporate se-
curities for new capital in the first six months
of this year exceeded $6.5 billion. This was
CORPORATE SECURITY ISSUES, tr HAU YIA.S
Billions of dollars
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In financing capital outlays, public util-
ities typically depend more than other corpo-
rations upon external sources. Offerings by
gas and electric companies, while large, were
about in line with recent magnitudes. In the
last few years financing by this group has
been at a somewhat lower level than during
the heavy build-up of productive capacity in
the mid-1950's.
CORPORATE INVESTMENT
Seasonnlly o iJ nied annual roles
CAPITAL
OUTLAYS
NOTE.—Net proceeds for new capital as published by Securi-
ties and Exchange Commission.
two-fifths more than a year earlier and
about the same as in the first half of 1957
when expenditures on plant and equipment
were at levels that have not been re-attained.
For the most part, financing was widely
distributed among industry groups. After
two years of relative independence from ex-
ternal sources for long-term funds, manu-
facturing corporations returned to the cap-
ital markets in large numbers. In the first
half of 1961 they issued $2 billion of new
securities, about equal to the full year totals
for 1959 and 1960.
NOTE.—Excludes banks and insurance companies. Federal
Reserve estimates based on Department of Commerce and Se-
curities and Exchange Commission data. Internal funds com-
prise retained earnings plus depreciation allowances.
Among other industry groups, new financ-
ing by communications companies during
the first half of 1961 was unusually large but
most of the total represented a stock issue
of nearly $1 billion offered through sub-
scription rights. Finance companies, which
had raised record amounts in the long-term
markets last year, sold only a moderate vol-
ume of securities this year, a pattern they
also followed in the early stage of previous
recoveries.
The timing and magnitude of new cor-
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porate flotations this spring appear to have
been influenced to an important extent by
market expectations regarding interest rates
and the availability of funds. For most cor-
porations, current needs for long-term funds
were not pressing. Outlays for plant and
equipment had risen less than seasonally
from the first quarter, and prospective in-
creases for the rest of 1961 were moderate.
Furthermore, internal funds—depreciation
allowances plus retained earnings—were
rising rapidly with the sharp recovery in
profits and for the corporate sector as a
whole exceeded capital expenditures.
Although some corporations were under-
taking capital outlays in excess of internal
funds, many companies were able to apply
part of their retained earnings, as well as
the proceeds of new security issues, to pur-
poses other than capital outlays. Net work-
ing capital—current assets minus current
liabilities—of nonfinancial corporations as a
group increased more than $3.5 billion in
the second quarter, a record rise. Much of
the increase reflected an expansion in the
amount of credit extended to other busi-
nesses, accompanying the rise in sales. Cor-
porations reduced Government security
holdings only slightly in the second quarter
of 1961, in contrast to heavy liquidation in
1954 and 1958. Moreover, they partially
rebuilt cash balances, which they had drawn
down during the first quarter.
Since corporations issued such a large
volume of securities under these circum-
stances, they must have regarded the spring
and early summer of 1961 as an opportune
time to borrow long-term funds to meet
anticipated future needs and to repay bank
debt. Throughout the downward phase of the
1960-61 business cycle, market participants
were aware of the possibility of a rapid up-
turn in interest rates, similar to that in 1958.
Investors refrained from bidding actively for
securities with successively lower interest
yields, and this was a factor limiting the de-
cline in market rates early this year. The
smallness of this decline accounted in part
for the unusually low volume of new issues
in the first quarter, as corporate borrowers
at first tended to postpone new flotations.
As it became clear that the recession was
mild, corporations began to schedule new
issues for sale before the anticipated rise in
rates. The heavy volume of offerings in
the second quarter thus included anticipa-
tory as well as deferred borrowing. Al-
though corporate issues continued in large
volume in July, such financing slackened
later in the summer.
The absorption of new securities in the
spring and early summer with only a mod-
erate rise in average interest rates was due
in part to the prevalence of manufacturing
corporations among issuers. In view of the
fact that these corporations rely less on ex-
ternal financing, their security issues tend
to find a receptive market and can usually
be sold at lower interest rates than those of
public utilities or railroads.
Mortgages. The increase in mortgage
debt outstanding was greater than that in the
first half of 1960 but considerably less than
the record expansion that accompanied the
high levels of residential construction activ-
ity in 1959. In contrast to 1957-58, expan-
sion of mortgage debt on 1- to 4-family
houses, after allowance for seasonal varia-
tion, did not slacken in the course of the
recession that began in mid-1960.
Residential construction activity turned
downward after mid-1959, well in advance
of economic activity as a whole, and con-
tinued to decline throughout 1960. The
reduction was sharpest for 1- to 4-family
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residences. New housing starts declined
more than a fourth from mid-1959 to the
fourth quarter of 1960. Although lower
than in the first half of 1960, residential con-
struction has been rising this year, with
apartment construction accounting for an
increasing share of the total. Private non-
residential construction has been rising slow-
ly but steadily since the autumn of 1959.
Since the early part of 1960, residential
mortgage financing has thus been more
buoyant than residential construction. This
appears to have resulted in part from ex-
tensions of mortgage credit on an increasing
number of existing houses and in part from
an easing of terms on all types of residential
mortgages. The tendency toward lower
downpayments and longer maturities has re-
flected increased availability of mortgage
credit, as inflows of funds accelerated at
savings and loan associations and mutual
savings banks and reserve positions of com-
mercial banks were eased.
State and local governments. Net long-term
borrowing by State and local governments
was one-fourth larger in the first half of
1961 than in the same period of 1960. Such
borrowing usually rises when interest rates
are cyclically low, but the increase in 1961
was much less than in the first half of either
1954 or 1958. This year, as in 1958, the
increased borrowing was to finance a broad
range of facilities, including schools, sewer
and water systems, and highways, whereas
in 1954 most of it had been for construction
of toll highways.
State and local governments may use
funds obtained from sale of bonds to finance
current construction, to replace funds used
for construction in an earlier period, or to
provide funds for future construction. In
the first half of 1961 new long-term bor-
rowing rose more than new construction.
Construction put in place was only one-tenth
more than in the corresponding period of
1960, whereas long-term borrowing was 25
per cent higher.
MAJOR SOURCES OF FUNDS
The bulk of funds flowing into capital mar-
kets come ultimately from consumers either
by way of financial institutions or as a re-
sult of direct purchases of securities. In the
recession and recovery of 1960-61, con-
sumers' acquisitions of savings deposits and
shares increased markedly. Meanwhile
commercial banks and savings institutions
stepped up the rate at which they invested
in capital market instruments. At the same
time, the consumer sector tended to shift
the composition of its security holdings out
of U. S. Government securities and into
private long-term obligations, especially cor-
porate securities.
Consumers. Personal income declined
very little in the course of the recession and
rose sharply with economic recovery. Con-
sumer spending, particularly for durable
goods, declined more than after-tax incomes,
and then lagged as incomes began to rise
again. As a result, consumer saving rose
both in absolute terms and in relation to
incomes, and took the form primarily of a
rapid build-up in liquid assets. This was
reflected in substantial increases in time and
savings deposits at commercial and mutual
savings banks and shares at savings and
loan associations.
As in 1957-58, there was a shift from
accumulation to reduction in holdings of
U. S. Government securities by the consumer
sector, which also includes personal trusts
and nonprofit organizations such as educa-
tional institutions. From available statistics
it is not possible to identify the transactions
of specific investor groups, but consumers
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CONSUMER FINANCIAL INVESTMENT IN
TWO CYCLES, BY HALF YEARS
1957-58 CTCIE 1940-41 CYCIS
1957 .1958
NOTE.—Flow-of-funds data; selected components of net ac-
quisitions of financial assets for consumer and nonprofit organi-
zations sector. Excluded are savings through life insurance and
pension funds, demand deposits and currency, U. S. savings
bonds, and net investment in unincorporated business. Esti-
mates for second quarter 1961 preliminary.
and nonprofit institutions together sold or
otherwise relinquished a substantial volume
of Government securities in the second quar-
ter of 1961 while purchasing corporate
bonds in large amounts. In addition, con-
sumers exerted a relatively strong demand
for common stocks, contributing to the rapid
rise in stock prices this year.
Nonbank financial institutions. Flows of
funds into nonbank financial institutions
accelerated in the latter part of 1960 and
the rate of inflow continued high in 1961.
In the first half of the year shares in savings
and loan associations increased one-fifth
more than in the same period of 1960.
Growth in deposits at mutual savings banks
was more than twice as large as last year.
Both types of institutions invested most of
their net inflow in mortgages.
Growth in assets of life insurance com-
panies was about 15 per cent larger than
in the first half of 1960. This is the first
time since 1958 in which there has been
a significant year-to-year increase in the
amount of new funds available for invest-
ment at life insurance companies. As a re-
sult, life insurance companies acquired
mortgages and private securities without re-
ducing their holdings of Government secu-
rities as much as last year.
In the face of a large volume of new cor-
porate issues, the increase in insurance com-
pany takings of such securities was mod-
erate. This may have reflected the fact
that most of the increase in corporate secu-
rities this year was in the form of public
offerings, rather than private placements.
Publicly marketed securities appeal less
strongly to life insurance companies with
their specialized ability to seek out and eval-
uate opportunities to make higher yielding
investments through direct placements.
Commercial banks. After rising with
unusual rapidity in the second half of 1960,
commercial bank credit increased more
slowly in 1961. Expansion during the year
ending in mid-1961 was at about the same
rate as in the corresponding period of 1957-
58. In both periods the expansion took the
form mainly of acquisitions of U. S. Gov-
ernment and State and local securities, there-
by contributing to the flow of funds into
money and capital markets.
The deposit growth accompanying the
expansion of commercial bank credit was
primarily in time and savings deposits, which
rose at a very rapid rate from mid-1960
through the summer of 1961. In addition
to the large increase in savings by consumers
in this form, corporations invested substan-
tially in negotiable time certificates of de-
posit at larger banks.
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